In this chapter we will begin to examine our next topic: government spending, taxing, interest rate setting, and bond issue -that is, we will examine fiscal policy for a government that issues its own currency. Note that it is not possible to completely separate fiscal policy from monetary policy, especially in the area of the issue of treasury debt. We will therefore include in this chapter interest-targeting operations by the central bank.
Fiscal Operations in a Nation 111 currency-issuing government.
Governments have a budget constraint (like households and
• firms) and have to raise funds through taxing or borrowing Budget deficits are evil, a burden on the economy except under
• some special circumstances (such as a deep recession) Government deficits drive interest rates up, crowd out the private • sector and lead to inflation Government deficits take away savings that could be used for
• investment Government deficits leave debt for future generations; govern-
• ment needs to cut spending or tax more today to diminish this burden Higher government deficits today imply higher taxes tomorrow, to
• pay interest and principle on the debt that results from deficits While these statements are consistent with the conventional wisdom, and while several of them are more-or-less accurate if applied to the case of a government that does not issue its own currency, they do not apply to a currency issuer.
Principles that apply to a currency issuer
Let us replace these false statements with propositions that are true of any currency-issuing government, even one that operates with a fixed exchange rate regime.
The government names a unit of account and issues a currency
• denominated in that unit; the government ensures a demand for its currency by imposing a • tax liability that can be fulfilled by payment of its currency; government spends by crediting bank reserves and taxes by debit-• ing bank reserves; in this manner, banks act as intermediaries between government
• and the nongovernment sector, crediting depositors' accounts as government spends and debiting them when taxes are paid; government deficits mean net credits to banking system reserves • and also to deposits at banks; the central bank sets the overnight interest rate target; it adds/ • drains reserves as needed to hit its target rate;
